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EXPOSURE DRAFT
PROPOSED STATEMENT ON
AUDITING STANDARDS
MATERIALITY AND AUDIT RISK IN
CONDUCTING AN AUDIT

DECEMBER 6, 1982

Prepared by the AICPA Auditing Standards Board
For comment from persons interested in auditing and reporting

Comments should be received by M a y 2, 1983, and addressed to
AICPA Auditing Standards Division, File 3510
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775

SUMMARY
This proposed Statement on Auditing Standards provides guidance on the auditor's consideration of
materiality and audit risk in planning the nature, timing, and extent of audit procedures and in
evaluating the results of those procedures.
The significant features of the proposed statement are as follows:
• A requirement that the auditor consider a preliminary estimate of materiality for the financial
statements taken as a whole and use the estimate to plan audit procedures that can be expected to
provide sufficient evidential matter to support a reasonable evaluation of the extent of errors, if any, in
the financial statements.
• A recognition that, although both qualitative and quantitative factors may influence an auditor to
decide that an error is material, the auditor generally plans the audit only to detect quantitatively
material errors.
• A requirement that the auditor plan his examination so that audit risk will be limited to a relatively low
level appropriate for expressing an opinion on financial statements.
• A requirement that the auditor consider to what extent audit risk needs to be limited through the
performance of substantive tests after he has assessed related inherent and control risks.
• A requirement relating to aggregation of errors when the auditor evaluates whether the financial
statements are materially misstated.
• A requirement to include in aggregate error, any difference between an accounting estimate included
in the financial statements and the closest estimate that the auditor believes is reasonable.
• A recognition that an error identified in a prior period that affects the financial statements for the
current period should be included in the aggregate error. The auditor also should consider such errors
when planning audit procedures.
• A requirement that an auditor consider the risk that the financial statements might be materially
misstated due to further error remaining undetected because of the imprecision inherent in audit
procedures.

This exposure draft has been sent to
• practice offices of CPA firms
• members of AICPA Council and technical committee
chairmen
• state society and chapter presidents, directors, and
committee chairmen
• organizations concerned with regulatory, supervisory,
or other public dislosure of financial activities
• persons who have requested copies

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 6, 1982
Accompanying this letter is an exposure draft of a proposed Statement on Auditing Standards entitled
Materiality and Audit Risk in Conducting an Audit. A summary of the proposed SAS also accompanies
this letter.
Comments or suggestions on any aspect of this exposure draft will be appreciated. The AICPA Auditing
Standards Board's consideration of responses will be helped if the comments refer to the specific
paragraph numbers and include supporting reasons for any suggestions or comments.
In developing guidance, the AICPA Auditing Standards Board considers the relationship between the cost
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that
the auditor may encounter in the audit of the financial statements of small businesses and, when
appropriate, makes special provisions to meet those needs. Thus, the board would particularly appreciate
comments on those matters.
Responses should be sent to the AICPA Auditing Standards Division, File 3510, in time to be received by
May 2, 1983. For your convenience, a post-paid mailer is attached to this exposure draft. Written
comments on the exposure draft will become part of the public record of the AICPA Auditing Standards
Division and will be available for public inspection at the offices of the American Institute of Certified
Public Accountants after May 16, 1983, for one year.

Sincerely,

James J. Leisenring
Chairman
Auditing Standards Board

D. R. Carmichael
Vice President, Auditing

PROPOSED STATEMENT ON AUDITING STANDARDS
MATERIALITY AND AUDIT RISK IN CONDUCTING AN AUDIT
1. This Statement provides guidance on the auditor's consideration of
materiality and audit risk when planning and performing an examination
of financial statements in accordance
with generally accepted auditing
standards. The concepts of materiality and audit risk affect the application of generally accepted auditing
standards, especially the standards of
field work and reporting, and are inherent in the auditor's standard report. Materiality is implicit in the
phrase "presents fairly in conformity
with generally accepted accounting
principles." The concept of materiality recognizes that some matters, either individually or in the aggregate,
are important for fair presentation of
financial statements in conformity
with generally accepted accounting
principles, while other matters are
not important. The existence of audit
risk is implicit in the phrase ''in our
opinion." Audit risk is the risk that
the auditor may unknowingly fail to
appropriately qualify his opinion on
financial statements that are materially misstated.1 Materiality and audit
risk, among other matters, need to be
considered together in determining
the nature, timing, and extent of the
audit procedures and in evaluating
the results of those procedures.
2. An auditor performing an examination of financial statements in
accordance with generally accepted
auditing standards should assess
whether the financial statements are
presented in conformity with generally accepted accounting principles
or another comprehensive basis of accounting. Those financial statements
1

In addition to audit risk, the auditor is also
exposed to business risk. Business risk is the
risk of loss or injur)' to an auditor's professional
practice as a result of events unrelated to the
auditor's adherence to professional standards.
For example, the auditor may perform an examination of financial statements in accordance with generally accepted auditing standards, report appropriately on those financial
statements, and yet incur loss or injury to his
professional practice arising from litigation or
adverse publicity concerning those financial
statements. Even though an auditor may assess his business risk as low under certain
circumstances, he should not perform less extensive procedures than are required by generally accepted auditing standards.

might be misstated by errors or irregularities that result from departures
from fact, omissions of necessary information, or misapplications of generally accepted accounting principles. For purposes of this Statement,
the term "error" includes all such errors and irregularities.
MATERIALITY

3. The auditor's consideration of
materiality is a matter of professional
judgment in the circumstances and is
influenced by his perception of the
needs of a reasonable person who will
rely on the financial statements. The
perceived needs of a reasonable person are recognized in the discussion
of materiality in Financial Accounting Standards Board Statement of Financial Accounting Concepts No. 2,
"Qualitative Characteristics of Accounting Information," which defines
materiality as "the magnitude of an
omission or misstatement of accounting information that, in the light of
surrounding circumstances, makes it
probable that the judgment of a reasonable person relying on the information would have been changed or
influenced by the omission or misstatement." That discussion recognizes that materiality judgments are
made in light of surrounding circumstances and necessarily involve both
quantitative and qualitative considerations.
4. When reaching a conclusion as
to whether an error is material, an
auditor ordinarily should consider
the nature and amount of the error in
relation to the nature and amount of
items in the financial statements under examination. For example, an
amount that is material to the financial statements of a small entity ordinarily would not be material to the
financial statements of a large entity.
Also, what is material to the financial
statements of a particular entity
might change from one period to the
next.
5. Qualitative considerations
also influence an auditor in reaching a
conclusion as to whether an error is
material. Although circumstances

5

might cause an auditor to anticipate
some qualitative factors in the design
of audit procedures, he generally
plans the audit only to detect errors
that he believes could be large
enough to be quantitatively material,
individually or in the aggregate, to
the financial statements taken as a
whole. He nevertheless should
recognize that quantitatively immaterial errors that have been detected may be qualitatively material.
For example—
a. A small error affecting working
capital might be material if correcting it would reveal a default
under a debt covenant; the effect
of such default on the current-noncurrent classification of balancesheet liabilities could be material.
b. An illegal payment of an otherwise
immaterial amount could be material if it could lead to a material
contingent liability or a material
loss of revenue.
c. Inadequate disclosure of certain
matters, such as related-party
transactions and those required by
statute or regulatory authority,
may be considered to be material
even though the related amounts
are otherwise quantitatively immaterial.
d. An otherwise immaterial error affecting net income might be materia! if it significantly affected the
trend of earnings.
6. The auditor should consider
materiality both in (a) planning the
audit and designing audit procedures
and (b) evaluating whether the financial statements taken as a whole are
presented fairly in conformity with
generally accepted accounting principles. The auditor should consider
materiality in the first circumstance
in order to obtain sufficient competent evidential matter on which to
properly evaluate materiality in the
second circumstance. However, it is
not always feasible for the auditor,
when planning an audit, to anticipate
all of the qualitative factors or other
circumstances that may ultimately
influence his consideration of materiality in evaluating the audit findings

6
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at the completion of the audit. Thus,
the auditor's consideration of materiality when planning and performing
audit procedures might differ from
his consideration of materiality used
in evaluating the audit findings.

procedures to detect errors that he
believes, based on his preliminary
estimate of materiality, could be material, either individually or when aggregated with errors in other balances or classes, to the financial
statements taken as a whole.

Materiality Considerations
Planning the Audit

9. In some cases, auditors relate
their preliminary estimate of materiality to a specific account balance or
class of transactions by estimating,
for planning purposes, the amount of
tolerable error in the balance or class.
Tolerable error is the amount of error
in an account balance or class of transactions that, either separately or
when combined with error in other
balances or classes, could exist without causing the financial statements
to be materially misstated. The concept of tolerable error might also be
applied to various components of an
entity, such as a subsidiary or a division.4 Auditors also use other methods to design procedures to detect
errors that could be material to the
financial statements.

in

7. The auditor should consider
his preliminary estimate of materiality for the financial statements taken
as a whole in planning the nature,
timing, and extent of audit procedures. 2 In considering his preliminary estimate of materiality, the auditor recognizes that there might be
one or more levels of materiality related to the financial statements. His
preliminary estimate of materiality
for the financial statements taken as a
whole is generally the smallest aggregate level of errors that could be considered material to any one of the
financial statements. For example, if
the auditor believes that errors aggregating approximately $100,000
would have a material effect on income but that such errors would have
to aggregate approximately $200,000
to materially affect financial position,
it would not be appropriate to design
audit procedures that would be expected to detect errors only if they
aggregate approximately $200,000.
8. The auditor should use his
preliminary estimate of materiality to
plan the audit in a manner that can be
expected to provide him with sufficient evidential matter to make a reasonable evaluation of the extent of
errors, if any, in the financial statements. In determining the nature,
timing, and extent of audit procedures to be applied to a specific account balance or class of transactions, 3 the auditor should design
2

This Statement amends SAS No. 22, Planning
and Supervision, paragraph 3d, by substituting the words "Materiality considerations (see
SAS No. XX, Materiality and Audit Risk in
Conducting an Audit, paragraphs 7 through
11)" in place of the words "Preliminary estimates of materiality levels for audit purposes."

10. When planning audit procedures, the auditor should also consider errors identified during examinations of the prior periods' financial
statements that affect the current
period's financial statements. Such
errors, in combination with errors
that arise during the current period,
could aggregate to an amount material to the current period's financial
statements (paragraph 26). The nature and cause of errors made in prior
periods could also influence the design of his audit procedures.
11. Paragraph 5 describes some
of the qualitative factors that may influence an auditor to decide that a
quantitatively immaterial error is
material. Although the auditor
should be alert for such quantitatively immaterial errors, it ordinarily
is not practical to design procedures
to detect them. SAS No. 31, Evidential Matter, states that "an auditor
typically works within economic limits; his opinion, to be economically
useful, must be formed within a rea-

sonable length of time and at reasonable cost."
AUDIT RISK
12. Audit risk as it relates to the
financial statements taken as a whole
is the risk that the auditor may unknowingly fail to appropriately qualify his opinion on financial statements
that are materially misstated. In addition to audit risk, there is the risk
that the auditor's evaluation of the
evidential matter he has obtained
may lead him initially to erroneously
conclude that the financial statements are materially misstated. This
latter risk is not discussed further in
this Statement, since it is expected
that the application of additional audit procedures would ordinarily lead
the auditor to the correct conclusion.
13. Audit risk as it relates to an
account balance or class of transactions is a combination of three component risks, namely the risk (consisting of inherent risk and control
risk) that the balance or class contains
error exceeding tolerable error and
the risk (detection risk) that the auditor will not detect such error.5
a. Inherent risk is the susceptibility
of an account balance or class of
transactions to error exceeding
tolerable error before considering
the operation of related internal
accounting controls. The risk of
such error is greater for some balances or classes than for others.
For example, complex calculations are more likely to be misstated than simple calculations.
Cash is more susceptible to theft
than an inventory of steel. Accounts consisting of amounts derived from accounting estimates
pose greater risks than do accounts
consisting of relatively routine,
factual data. External factors also
influence inherent risk. For example, technological developments
might make a particular product
obsolete, thereby causing inventory to be more susceptible to
overstatement. In addition to
those factors that are peculiar to a

3

For the purpose of this Statement, the term
"account balance or class of transactions" also
refers to any component of an account balance
or class of transactions or related financial
statement assertion.

4

SAS No. 39, Audit Sampling, requires the
auditor to consider tolerable error when he
designs sampling applications in connection
with substantive tests.

5

This Statement amends SAS No. 39, Audit
Sampling, by substituting the term "audit
risk" for "ultimate risk."

EXPOSURE
specific account balance or class of
transactions, the auditor also considers factors that relate to several
or all of the balances or classes.
Such factors, which may influence
the inherent risk related to a specific balance or class, include, for
example, a declining industry
characterized by a large n u m b e r
of business failures, or a lack of
sufficient working capital to continue operations. (See SAS No.
16, Errors and
Irregularities,
paragraph 9.)
b. Control risk is the risk that error
exceeding tolerable error that may
occur will not b e prevented or detected on a timely basis by the system of internal accounting control.
That risk is a function of the effectiveness of internal accounting
control procedures in achieving
the broad objectives of internal accounting control. As discussed in
SAS No. 1, section 320.34, some
control risk will always exist because of the inherent limitations of
any system of internal accounting
control.
c. Detection risk is the risk that an
auditor's procedures will lead him
to conclude that error exceeding
tolerable error does not exist when
in fact it does exist. Detection risk
is a function of the effectiveness of
an audit procedure and of its application by the auditor. It arises
partly from uncertainties that exist
when the auditor does not examine 100 percent of an account balance or class of transactions and
partly because of other uncertainties that exist even if he were to
examine 100 percent of the balance or class. Such other uncertainties arise because an auditor
might select an inappropriate audit procedure or misapply an appropriate procedure. These other
uncertainties can be reduced to a
negligible level through adequate
planning and supervision and conduct of a firm's audit practice in
accordance with appropriate quality control standards.

Audit Risk Considerations
in Planning the Audit
14.

The auditor should plan the
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audit so that audit risk will be limited to a relatively low level appropriate for issuing an opinion on the
financial statements. The appropriate level of audit risk is a matter of
professional j u d g m e n t . Audit risk
may b e assessed in quantitative or
nonquantitative terms.

quired to evaluate inherent risk for a
balance or class exceeds the reduction of audit effort derived from possible reliance on the evaluation. Accordingly, in those circumstances,
h e would also assess inherent risk as
being at the maximum possible level
when designing audit procedures.

15. In planning the audit, the
auditor should seek to restrict audit
risk related to individual account
balances or classes of transactions in
such a way as to enable him, at the
completion of his examination, to
express an opinion on the financial
statements taken as a whole at an
appropriate low level of audit risk.
For example, the auditor may accomplish this by restricting audit
risk related to individual balances or
classes to the same low level appropriate for issuing an opinion on the
financial
s t a t e m e n t s t a k e n as a
whole.

18. The auditor also uses professional judgment in assessing control
risk after performing a study and
evaluation of the internal accounting
control procedures related to the account balance or class of transactions. The auditor's assessment of
control risk is based on his evaluation of the significance of control
weaknesses related to the balance or
class. If the auditor decides not to
rely on the related control procedures, he would assess control risk
for the balance or class at the maximum possible level.

16. In determining the nature,
timing, and extent of audit procedures to be applied to a specific account balance or class of transactions, the auditor's consideration of
inherent and control risks for the
specific account or class influences
his determination of the acceptable
detection risk. The reason that the
auditor generally considers inherent
risk and control risk for an account
b a l a n c e or class of t r a n s a c t i o n s
rather than for the financial statements taken as a whole is that such
consideration directly assists him in
determining the scope of audit procedures for that balance or class.
17. W h e n the auditor assesses
inherent risk for an account balance
or class of transactions, h e evaluates
numerous factors that involve professional judgments. In doing so, he
considers both risks peculiar to the
related balance or class and other
risks pervasive to the financial statements taken as a whole that may also
influence inherent risk related to
the balance or class. If an auditor
believes that error greater than tolerable error exists in the related balance or class, h e should assess inherent risk as being at the maximum
possible level. An auditor might
conclude that the audit effort re-

19. If the auditor considers inherent risk or control risk to be less
than the maximum possible level,
h e should have an appropriate basis
for any reliance he places on that
consideration. This basis may be obtained, for example, through the use
of questionnaires, checklists, instructions, or similar generalized
materials and, in the case of control
risk, the performance of suitable
compliance testing. However, professional judgment is required in interpreting, adapting, or expanding
such generalized material as appropriate in the circumstances.
20. The level of detection risk
that the auditor can accept in the
design of audit procedures is based
on the level to which he seeks to
restrict audit risk related to the account balance or class of transactions
and on his assessment of inherent
and control risks. As the auditor's
assessment of inherent risk and control risk decreases, the level of detection risk that he can accept inc r e a s e s . It is n o t a p p r o p r i a t e ,
however, for an auditor to rely completely on his assessments of inherent risk and control risk to the exclusion of performing substantive tests
of account balances and classes of
transactions that are significant to
the financial statements.
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RELATING MATERIALITY AND
AUDIT RISK CONSIDERATIONS

Planning the Audit
21. W h e n planning the nature,
timing, and extent of audit procedures related to an account balance
or class of transactions, the auditor
should consider the risk that his proc e d u r e s may fail to d e t e c t e r r o r
exceeding tolerable error for that
b a l a n c e or class. H o l d i n g o t h e r
considerations equal, a decrease in
tolerable error or a decrease in allowable detection risk would require the
auditor to do one or more of the following: (a) select a procedure that is
more likely to detect error, (b) perform audit procedures closer to the
balance-sheet date, or (c) increase
the extent of a particular audit procedure. Although the auditor need not
always determine specific amounts
for detection risk and tolerable error
for a particular account balance or
class of t r a n s a c t i o n s , some techniques require the auditor to quantify those factors. For example, the
auditor designing a statistical sampling application needs to quantifyboth tolerable error and detection
risk as specific amounts.
22. An audit of financial statements is a cumulative process; as the
auditor performs planned audit proc e d u r e s , t h e evidence h e obtains
may cause him to modify the nature,
timing, and extent of other planned
procedures. If the tests of a particular
account balance or class of transactions suggest that the actual error differs from that anticipated by the auditor in planning audit procedures, the
auditor may need to reevaluate detection risk or tolerable error for all or
certain of the balances or classes remaining to be tested.

Evaluating Audit Findings
23. As a result of performing audit procedures, the auditor is in a
position to evaluate the extent of
known and likely error in the account
balances and classes of transactions
that h e has examined. Known error is
error that t h e auditor specifically
identifies by performing audit procedures. Likely error is the auditor's
best estimate, as a result of applying
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audit procedures, of total error in the
account balance or class of transactions. Likely error for a balance or
class includes known errors that the
auditor identifies in that balance or
class.
24. An auditor might identify
known errors when h e examines all
or a sample of items in an account
balance or class of transactions. However, when the auditor tests an account balance or class of transactions
by an analytical review procedure, he
generally would only obtain an indication whether error exists in the balance or class, but would not specifically identify known errors. If an
auditor examines 100 percent of the
items in an account balance or class of
transactions, the amount of likely error applicable to recorded transactions in that balance or class would be
the same as the amount of known
errors. An auditor using audit sampling in testing an account balance or
class of transactions should calculate
projected error based on the known
errors he identified in the sample.
That projected error, along with the
results of analytical review procedures and other related substantive
tests, contributes to the auditor's assessment of likely error in the balance or class.
25. In evaluating whether likely
errors, either individually or in the
aggregate, cause the financial statements taken as a whole to b e materially misstated, the auditor should aggregate them in a way that enables
him to consider whether the likely
e r r o r s , in r e l a t i o n to i n d i v i d u a l
amounts or subtotals included in the
financial statements, materially misstate those financial statements. If
the auditor concludes that the financial statements are materially misstated, he ordinarily should satisfy
himself that the entity has eliminated
t h e material misstatement. If the
misstatement is not eliminated, h e
should issue a qualified or adverse
opinion on the financial statements.
Material misstatements may be eliminated by, for example, application of
appropriate accounting principles,
other adjustments in amounts, or, as
to undisclosed matters, the addition
of a p p r o p r i a t e d i s c l o s u r e . E v e n

though the aggregate effect of likely
errors on the financial statements
may be immaterial, the auditor
should recognize that an accumulation of immaterial errors affecting the
balance sheet could contribute to material misstatements of future financial statements.

Other considerations in
aggregating likely error
26. Errors identified
in prior
periods. In prior periods, the auditor
may have identified likely errors that
were not adjusted by the entity and
did not cause the financial statements
for those periods to b e materially
misstated. In such cases, the auditor
should include in aggregate likely error for the current period any likely
errors that arose in a prior period that
affect t h e c u r r e n t financial statements.
27. Accounting
estimates.
The
auditor should recognize that the risk
of material misstatement of the financial statements is generally greater
when account balances and classes of
transactions include accounting estimates rather than essentially factual
data because of the inherent subjectivity in estimating future events. Estimates, such as those for inventoryobsolescence, uncollectible receivables, and warranty obligations, are
subject not only to the unpredictability of future events but also to errors
that may arise from using inadequate
or inappropriate data or misapplying
appropriate data. Since no one accounting estimate can be considered
accurate with certainty, the auditor
recognizes that a difference between
an estimated amount best supported
by the audit evidence and the estimated amount included in the financial statements may be reasonable,
and such difference would not b e
considered to be a likely error. However, if the auditor believes the estimated amount included in the financial statements is unreasonable, he
should treat the difference between
that estimate and the closest reasonable estimate as a likely error and
aggregate it with other likely errors.
T h e auditor should also consider
whether the differences between estimates best supported by the audit
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evidence and the estimates included
in the financial statements, which are
individually reasonable, indicate a
possible bias on the part of the entity's management. For example, if all
the accounting estimates included in
the financial statements were individually reasonable but the effect of
each difference between that estim a t e and t h e e s t i m a t e b e s t supported by the audit evidence was to
increase income, the estimates taken
as a w h o l e m i g h t b e c o n s i d e r e d
unreasonable.
Risk of further error
28. After comparing aggregate
likely error to materiality for the financial statements taken as a whole,
the auditor should consider the risk
that the financial statements may be
materially misstated due to further
error remaining undetected because
of the imprecision inherent in audit
procedures. For example, if materiality for t h e financial s t a t e m e n t s
taken as a whole is $200,000 and aggregate likely error based on approp r i a t e l y d e s i g n e d p r o c e d u r e s is

$50,000, the auditor might reasonably assume that the risk of $150,000
further error is acceptably low. As
the amount of likely error approaches
$200,000, the auditor's need to consider the risk of further error in the
financial statements increases.
29. The level of detection risk in
the design and application of substantive tests of details and analytical review procedures influences the auditor's c o n s i d e r a t i o n of t h e risk of
material misstatement in the financial statements due to further error.
As the scope of audit procedures for a
given balance or class decreases, that
latter risk increases. For example, in
planning his examination, the auditor
might have decided that certain account balances or classes of transactions did not warrant testing. Nevertheless, h e should consider the risk
that error might exist in such untested balances or classes. The allowance for sampling risk in evaluating
the results of a sample also contributes to the auditor's assessment of the
risk of material misstatement in the
financial statements due to further
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error. The risk of material misstatem e n t in the financial statements due
to further error in an account balance
or class of transactions ordinarily
need not b e considered by the auditor when he has individually examined and evaluated all items in that
balance or class.
30. If the auditor believes that
there is an unacceptably high risk
that the financial statements may b e
materially misstated due to further
error, h e should either perform additional audit procedures to reduce
that risk or satisfy himself that the
e n t i t y has adjusted t h e financial
statements so as to reduce the potential for material misstatement to an
acceptable level. If neither course of
action is practical or available, the
auditor would b e precluded from expressing an unqualified opinion on
the financial statements. The auditor
can reduce the likelihood of having to
perform additional audit procedures
due to this risk consideration by considering t h e risk of further error
when planning the scope of his audit
procedures.

